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INTRODUCTION
The economic crisis in the euro area continues to galvanize its member states' governments in 2011. In particular, Greece and increasingly other countries in the so-called periphery of the monetary union are facing the threat of defaulting on their debt. Nearly all euro area governments are currently in breach of the public deficit and debt criteria enshrined in the European Stability and Growth Pact (SGP).
Over and above the pressing default problem, which is exacerbated by the lack of country-level exchange rate flexibility and monetary policy, euro area governments need to achieve the longer-term macroeconomic stability required for a functioning monetary union.
This stability, which includes the reduction of external imbalances, is widely recognized as essential for the euro area to achieve robust growth. Without growth it is feared that unemployment cannot be reduced, foreboding more social unrest and possibly threatening the very project of European integration.
In striving for stability, euro area governments therefore face two challenges: the reduction of public deficits and the reduction of external imbalances. However, while the public deficits are in the limelight ever since the inception of the monetary union, the attention paid to external imbalances has been meager. The present crisis has finally alerted some policy makers to the large variations in current accounts of the member countries. In its proposal for reform of the SGP, the European Commission therefore suggests new enforcement measures to correct "excessive macroeconomic imbalances" in the euro area (European Commission 2010) . However, the governments still largely ignore the importance of reducing current account imbalances in a coordinated manner. This is evident in their latest version of national Stability Programmes (SPs) from April 2011.
1 If these SPs roughly reflect both perceptions about economic developments and intended policies in European governments, then their analysis helps in evaluating whether the euro area is on track to stability and, thereby, finding its way out of the crisis.
1 SPs project macroeconomic developments and government plans for achieving stability over the next four years. The April 2011 version of the SPs, on which this paper focuses, makes forecasts for 2011-2014. The SPs are submitted annually by each member government to the European Commission and play an important role in the EU's supranational budgetary surveillance. Members of the euro area have to explain how they intend to bring their budgets in balance or in surplus in the medium term as required by the SGP.
In this paper, we argue that the projections for achieving stability in the current SPs are very likely too optimistic. 2 We aver that by ignoring the importance of external rebalancing and assuming an overly buoyant world economy, the SPs either forecast unrealistic growth rates or improbably successful fiscal consolidation. Toward this, we examine the interrelatedness of public deficit reduction and external imbalances reduction.
We derive our argument mainly from evaluating the SPs against the logic of simple accounting identities, which clarify the connections of financial balances and thereby of the two challenges. Thus, we intend to transcend the SPs' narrow focus only on the government balance. We shed light instead on the SPs' explicit or implicit projections of the financial balances of all three sectors in the economy (foreign, private, and public) and how they are intertwined with the overall macroeconomic development. Merely the final brief sketch of feasible alternative policy recommendations that would address both challenges (sustainability of public deficits and current account positions) in lieu of neglecting one (current account rebalancing) requires a greater sophistication of the economic argument and thus involves more judgment.
The paper is subdivided into nine short sections. In the next one, we briefly discuss the relevance of the public deficit and external imbalances in the European context. In Section 3, we recall the accounting relationships of the three financial balances. Section 4 discusses the related notion of the "sustainability" of government, private, and foreign sector financial balances, concluding that one balance can be called "sustainable" only if the other two balances can be described as "sustainable." Section 5 analyzes financial balances in the euro area from 1999 until 2010. Section 6 recalls the preceding set of SPs from 2010 and contrasts their projections with those of the current ones. Section 7 details the analysis of the current SPs' forecast of macroeconomic development until 2014. We analyze the SPs' assumptions and conclusions based on May 2011 data from the European Commission's Annual Macroeconomic (AMECO) database, which largely correspond to the data used for the SPs, by means of our simple financial balances toolkit. We show that, individually, the SPs rely on optimistic assumptions about GDP growth; collectively, they require an improvement of the euro area's current account with the rest of the world, the continuation of significant current account imbalances within the euro area, and a steep drop of private balances in some countries. This is followed by a closer look at the German SP: the 2 A similar argument for the Stability Programmes of the previous reporting period can be found in Brecht et al. (2010) . The present contribution is previewed in a shorter and simplified version of our analysis of this year's SPs (Semieniuk, van Treeck, and Truger 2011) .
continuation of the export-led growth model by the largest economy within the euro area clearly hinges upon the persistence of significant current account imbalances within the euro area and beyond. To illustrate how monetary union stability depends on controlling external imbalances, Section 8 then simulates several scenarios with more unfavorable euro area current account constraints. On the one hand, when assuming that the current account surplus countries in these scenarios realize the projections of their SPs, we conclude that either the "PIGS" countries (Portugal, Ireland, Greece, Spain) would find it impossible to realize their rebalancing plans, or new "pigs" countries, such as France or Italy, would have to bear the current account deficit. 3 These counterfactuals indicate that projected public deficit reduction in these countries would have to come at the cost of worryingly large current account and private sector deficits. On the other hand, we find that if surplus countries were faced with constraints on the foreign balance, they would have to acquiesce into increasing their public spending and violate their public deficit goals, in order to uphold their growth projections, but that the numbers in this simulation do not look as worrying as in the simulations that constrain the deficit countries. Section 9 concludes that failure to consider external imbalances is likely to entrench existing instability in the euro area and portends long-lasting economic stagnation. Further we conclude that a symmetric effort at rebalancing current accounts would slow down fiscal consolidation (in the current account surplus countries) but would address both macroeconomic challenges and thereby not only allow for consolidation in the medium term but also lead to the desired stability. Yet, important open questions remain, above all the challenge of reducing differences in price and nonprice competitiveness in the absence of nominal exchange rates. The intention of the present analysis is simply to make explicit the dangerous absence of macroeconomic policy coordination within the monetary union that is apparent in the national governments' SPs.
TWO POSSIBLE MEASURES OF MONETARY UNION STABILITY: FISCAL CONSOLIDATION AND EXTERNAL BALANCING
Functioning monetary unions require a degree of homogeneity within member economies. In the European context, the aim to establish or maintain this homogeneity is usually subsumed under the codeword "stability." Hitherto, creating stability was associated with reducing public deficits and public debt-to-GDP ratios. This is enshrined in the Stability and Growth Pact (SGP). Recently, however, calls have been heard to also address external imbalances which are manifested in both very positive and negative current account balances.
Reducing Public Deficits
The SGP for the euro area countries allows for government deficits of no more than 3 percent of GDP. Failure to comply may result in sanctions. Yet, in 2010 this limit was breached by all member countries save Estonia, Finland, and Luxembourg. Greece, Portugal, and Spain even reported a public deficit of more than 9 percent of GDP; France ran a deficit of 7 percent. Ireland topped the list with a 32 percent deficit, owing to large bank bail-outs.
The unweighted euro area average measured 6.9 percent of GDP (see Table 1b Furthermore, the SGP demands that the debt-to-GDP ratio should not surpass 60 percent. 4 Actual debt levels were never below that mark in Belgium, Greece, and Italy and the debt-to-GDP level for the euro area as a whole has never been below 66 percent of GDP ever since the inception of the euro in 1999. Due to large government deficits and guarantees notably for financial institutions at risk of default, debt levels across member countries have surged during the crisis. In 2010 the euro area's average public debt level had increased from 2007 by almost 20 percentage points to 85.4 percent of GDP. The current debt crisis has moreover given a boost to demands to make the SGP's threat of sanctions credible and also require countries to keep their government budget close to balance or in surplus over the medium term.
The euro area rules may be supplemented by national laws: In Germany, the constitution was amended by the "debt brake" law in 2009. It states that the "structural" deficit of the federal government must not exceed 0.35 percent from 2016 onward. On the regional plane, governments will even face sanctions if they incur any "structural" deficit in or after 2020.
Reducing Current Account Imbalances
The global imbalances characterized by large current account deficits and surpluses are widely held to be one of the major macroeconomic distortions that fueled the global economic crisis starting in 2008. Many economists argue that the reduction in global imbalances is one of the central prerequisites for a sustainable global recovery and for the stabilization of the world economy more generally (e.g., Blanchard and Milesi-Ferretti 2009; Horn, Joebges, and Zwiener 2009; IMF 2009 ).
In line with this argument, many sizeable economies had current accounts significantly different from zero in 2007: the US deficit stood at 5.2 percent of GDP, the UK's at 2.6 percent, and Spain ran a 10 percent current account deficit. Conversely, China, Germany, and Japan displayed surpluses of 11, 7.6, and 5.8 percent of GDP respectively.
Meanwhile, the euro area as a whole has sustained only relatively small current account balances with the rest of the world since its creation in 1999. Yet, within the monetary union, individual countries display both large surpluses and deficits (see Table 1a ):
Germany's 7.6 percent were topped by the Netherlands' surplus of 8.4 percent of GDP by 2007. On the flipside, Greece, Portugal, and Spain ran current account deficits of more than 10 percent of GDP by 2007. These imbalances are particularly hard to address by one country alone in a monetary union: The inability to adjust exchange rates renders it difficult for a country that imports more than it exports to change this trend, as it does not have a depreciating exchange rate to help its exports become cheaper for the rest of the world.
While the SGP does not address such imbalances, it is now being recognized that a reform of this pact should include also the avoidance of "excessive imbalances" in general, However, it still remains unclear whether current account surpluses will also be considered an "excessive imbalance" or whether there will be an asymmetric focus on current account deficits. As we show below, the newly updated SPs certainly do not reflect a coordinated, symmetric approach to current account imbalances.
FINANCIAL BALANCES: A QUICK REMINDER

The Three Financial Balances
Before analyzing the SPs with respect to reducing public deficits and external imbalances, we introduce the accounting relationships of public, private, and foreign financial balances.
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These will inform our analysis.
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The following accounting identity holds:
(1) Public sector financial balance + Private sector financial balance + Financial balance of the foreign sector ≡ 0.
Hence, any particular sector in the economy can only run a surplus, if it is offset by a deficit of equal magnitude in the remaining two sectors of the economy. For the foreign balance, it moreover holds that if one country runs a current account surplus, then at least in one other country the government or the private sector has to sustain a financing deficit.
GDP and Balances
Given certain assumptions, the (projected) evolution of the financial balances of the three sectors also has implications for the (projected) growth contributions of the different components of GDP (see Appendix for a more detailed discussion). In order to elucidate the link between the composition of GDP and the sectoral financial balances, recall that: Gross national income will be used to derive consumption, saving (S), and tax payments to the government net of government transfer payments and subsidies (NT). 
Desired and Actual Balances
The financial balances of the three sectors must sum to zero. Clearly, any particular sector will only be able to adjust its financial balance in the desired way, if the other two sectors wish to adjust their joint financial balance by the same amount in the opposite direction. If this is not the case, and the sum of the desired balances exceeds, or falls short of, zero, then GDP will adjust to bring the actual balances in accordance with each other.
To illustrate, when private demand is weak, the private sector financial balance (S -I) is typically positive and large (or increasing). When desired private saving exceeds desired private investment and foreign demand is equally insufficient, i.e., (X -M) < (S -I) ex ante, there will be involuntary unemployment as a result of insufficient aggregate demand, in the absence of government intervention. Suppose government desired to keep a balanced budget, then the ex post balances would still have to match. Likely, government would be forced into deficit by automatic stabilizers, whereas private sector savings would fall due to unemployment. Thus, the actual balances would sum to zero but at a lower than desired output level. This downward spiral is made worse if the government attempts to counteract the automatic stabilizers by a procyclical discretionary fiscal policy in an attempt to achieve its desired balance.
Since the onset of the current crisis in 2008 and unlike in the above example, governments proactively sought to reduce unemployment by means of discretionary measures, thus reducing the public sector financial balance and allowing for the desired surge in the private balance. Yet, over the medium term such a policy may imply that the government deficit and the public debt-to-GDP ratio eventually increase to what many fear (and the SGP posits) to be "unsustainable" levels.
position is deemed "sustainable" simultaneously. For instance, in Ireland the public debt-to-GDP ratio was very low until recently, but it almost quadrupled between 2007 and 2010 as a result of the current crisis. Similarly, over the past two years, the Spanish government had to run very large deficits and substantially increase the public debt relative to GDP, after it had run surpluses for several years before. In both countries the private sector had run large deficits prior to the crisis. Intriguingly, the SGP does not address this issue of linked balances but focuses on the public sector deficit only. In its opinion on the Stability
Programme of Spain, 2006 Spain, -2009 In conclusion, declaring the financial balance of any particular sector as "unsustainable"
necessitates calling the balances of the two other sectors equally "unsustainable," irrespective of how this term is defined. Table 1a , it is evident that countries with relatively strong private demand growth on average display lower, partly even negative private financial balances in this year. From the accounting relationships we know that the private balance is (S -I). High private demand growth, i.e., consumption and investment, would imply that saving (S) is low and investment (I) is high, hence depressing the balance.
FINANCIAL BALANCES AND MACROECONOMIC DEVELOPMENT IN
Second, note the evolution of public and private financial balances before and during the crisis. In 2007, government deficits were below 3 percent in most countries, but the private sector ran large deficits especially in the "PIGS" countries, reflected in large current account deficits (see Table 1a ). When the private debt bubbles burst and the private sector suddenly increased its net savings across euro area countries, government jumped into the breach as a consequence of rising unemployment and solvency problems in the private sector: The public balance fell because government spending soared and revenues plummeted (see Table 1b ).
The turbulences in private and public sectors were reflected in the rate of GDP growth (see Figure 2 for eight countries). As analyzed in section 3.3, if desired financial balances (more saving in the private sector, less deficits in government) are incompatible with the accounting restriction, a change in GDP growth aids in bringing the balances to the necessary size. Here, the slowdown of economic growth made the respective private sectors gain less income and therefore save less and the governments increase its deficit by foregone tax income and automatic stabilizers and discretionary spending. As a result, the combined actual balances matched the foreign balance.
Third, Figure 3 shows that current account and trade balances over the past decade were closely linked in most of eight euro area countries (France, Germany, Greece, Ireland, Italy, Netherlands, Portugal, and Spain-most of the analysis will focus on these countries).
That is, current account deficits or surpluses are linked to trade imbalances rather than diverging majorly due to large primary or secondary income flows (formerly known as "income" and "current transfers"). Ireland is the exception. What is remarkable about the plotting of the net exports is that it highlights how most countries experienced a trend reversal in their balances. Surplus countries would see their surplus shrink, deficit countries would see their balance improve. However, this observation was not true for France and
Italy. Both countries have seen a steady decline of the current account and trade account position, apparently uninfluenced by the crisis. This trend is to be borne in mind for the following analysis.
Fourth, the export matrices in Table 2 show that in 2007 the intra-euro area exports constitute more than 40 percent of total exports for eight euro area countries. This observation remains valid for 2010, the crisis not having fundamentally changed trade flow patterns. Anticipating the analysis to follow, this large part of trade being conducted between members of the currency union implies that any reduction of current account deficits by member countries is more likely to succeed if other countries of the euro area diminish their respective surpluses.
COMPARISON OF THE STABILITY PROGRAMMES OF 2010 WITH ACTUAL DEVELOPMENTS IN 2010 AND THE STABILITY PROGRAMMES OF 2011
Before analyzing may change slightly from old to new SPs, as the AMECO data underlying these has been updated between the publication of the two sets of SPs.
It can be seen that countries have generally revised their growth prospects downward.
One exception is Germany's higher growth for 2011 fueled by an unexpectedly good performance in 2010, while its medium term growth outlook was actually reduced from 2 to 1.5 percent. An opposite exception is France, whose growth was reduced for 2011 in the new SP, but whose medium term growth projection has been held steady at 2.5 percent. Across the six remaining countries the growth rates have fallen.
Taking a look at the financial balances the picture is less even. In the new SPs the "PIGS" countries save Greece are all improving their current account with respect to the old SP projection. The surplus countries, Germany and Netherlands, too, revise their current account forecast upward (i.e., the foreign financial balance becomes more negative). For Greece, the more negative current account reflects the deterioration in the public and private positions since the publication of the old SPs, which has to be financed by foreign inflows.
Intriguingly, however, France and Italy, too, are seeing their current account projections deteriorate along with their private sector balance, as they project the public deficit to diminish. As already noted in section 5, this deterioration is the continuation of a trend of current account deterioration, which was hitherto buffered by large public deficits. Abiding by the SGP, however, implies that the public deficit has to become smaller and by implication both France and Italy-in the new unlike the old SP-see their private balance flip from positive to negative.
The evolution of the balances and the adjustment of the SPs from the old to the new version confirm the analysis by Brecht et al. (2010) of the old SPs. With regard to the slowdown of growth, we concluded based on the "old" evidence that a rebalancing of current accounts would most certainly not occur at growth rates projected in those SPs. Rather, GDP growth would decelerate, reflecting the forced adjustments made from ex ante diverging desired balances to the ex post exertion of the accounting identity (ibid. p. 14).
Similarly, Brecht et al. (2010) noted that absent a reduction in current account surpluses of the surplus countries, deficit countries ("PIGS") would be prone to sustaining these high deficits with deteriorating financial balances. The news that the new SPs are conveying is that the countries thus destabilized might be changing: the former "PIGS" countries (with the exception of Greece) are actually reducing their imbalance in the foreign financial balance at the cost of slower GDP growth and shed their role of being the counterparts to the surpluses incurred by the likes of Germany and the Netherlands.
Meanwhile, the downward trend in current account and private financial balances of France and Italy observable so clearly with the new SP data indicates that the "pigs" role then is to an increasing extent assumed by France and Italy.
ASSUMPTIONS AND IMPLICATIONS OF THE NATIONAL STABILITY PROGRAMMES FOR 2011-2014
Analysis of the Stability Programmes
With this comparison of old and new SPs in mind, we turn to the analysis of the SPs of 2011.
Their projections of public financial balances and current account balances as a percentage of GDP for 2011-2014 are depicted in Table 3 . Moreover, they allow us to determine the private financial balance as the residual. Because the SPs also provide data on projected GDP growth, we can express the financial balances in euros as well as in percent of GDP.
These projections create a system of equations with 3 * 17 = 51 variables for each year. It is depicted in Table 4 for the year 2014. Each row sums to zero, and hence implies the private financial balance. In the second and the third part of Table 4 , column totals also sum to the respective financial balance of the euro area, including its foreign balance vis-à-vis the rest of the world (either in euros or percent of euro area GDP). Table 5 shows the projected real growth contributions of the euro area countries. Inspection of these projections for all SPs combined rather than only separately reveals intriguing features.
1.) Overall projected GDP growth rates appear quite optimistic, given the degree of fiscal consolidation: By the end of the projection period, private financial balances in the current account deficit countries would have worsened dramatically to -1.7 percent of GDP in France, -2.7 percent in Greece, -2.8 percent in Italy, -1.1 percent in Portugal, and -0.3 percent in Spain from mostly positive values in 2010. Recalling the discussion about desired and actual financial balances, if the private sector does not desire to reduce saving by as much, the adjustment process between a consolidating government and a cautious private sector will cause frictions in the economy and loss of growth. This relationship is frequently not explicitly discussed, but movement in the remaining balances is a necessary consequence of fiscal consolidation. The next two points discuss whether it is likely that the foreign balance could act as a buffer. Meanwhile, the surplus countries forecast private net saving to fall but remain at high levels of 7.1 percent in Austria, 4.5 percent in Belgium, 6.5 percent in Germany, and 11.2 percent in the Netherlands. France. Italy never reduces its current account deficit below 3 percent while France's actually steadily deteriorates to 3.6 percent.
In short, the GDP growth projections and the fiscal consolidation may be jeopardized by non-realization of the optimistic assumptions about private sector's ability to drive GDP growth and about the euro area current account development.
The contemplation of the private financial balance projection necessitates another word of caution: the deterioration of private financial balances in those countries, in which the increase in private indebtedness has been also strong during the years prior to the financial crisis, is remarkable (compare Figure 2 and the right hand diagrams of Figure 4 ).
The deterioration would be triggered by renewed private demand booms, implying zero or even negative net private saving as in Ireland or Spain before the onset of the crisis. Against this backdrop, the implicit assumption about negative private financial balances for 2014 looks worrying, in particular for France, Greece, and Italy.
Analysis of the German Stability Programme Separately
In order to detail the analysis of the SPs, it may be useful to also inspect one individually.
We look in more depth at the German SP's assumptions and its projections, which may be particularly insightful due to Germany being the largest economy in the euro area that has moreover contributed most to the current account imbalances. It is remarkable that the German SP plans for continually large and increasing current account surpluses for the largest euro area economy with about one quarter of euro area GDP. It is forecasted that exports will grow by 4 percent per year by 2013 and that "(t)hanks to its high level of price and non-price competitiveness, the German economy will especially benefit from the upturn in the volume of world trade, such that it will be able to defend its market shares into the medium-term as well" (German SP, p. 8) . The German SP does not even entertain the notion that a rebalancing may be in order. Nowhere was the idea to be found that the continued export growth may pose an obstacle to euro area stability. While the current account balance rises comparatively slowly (from 5.1 percent in 2010 to roughly 6 percent in 2014), this is not due to any proactive efforts at correcting imbalances. Rather, strong domestic demand growth contributions of 1.5 percentage points per annum (see Table 5 ) is forecasted to stimulate imports (German SP, p. 10) .
Instead of considering a proactive stance of surplus countries in the current account rebalancing, called symmetric rebalancing, German authorities wish the monetary union's stability to be maintained solely by measures at the European level, namely a combination of stricter rules for fiscal consolidation and "structural reforms" that are to enhance competitiveness (German SP, . This is then asymmetric rebalancing, where only the deficit "culprits" have to make an effort to improve their external balance. If structural reforms enabled deficit countries to increase their competitiveness vis-à-vis the surplus countries and thus their exports, this would mitigate the imbalances. However, this would not be an easy task: With more than 40 percent of Germany's exports being imported by other euro area countries and more than 60 percent by EU member states, Germany's export growth and indeed overall growth strategy continues to rest on sustained deficits (public or private) in other European countries, and hence on its competitiveness in the euro area.
Hence, German producers, too, have an incentive to stay competitive vis-à-vis the euro area and asymmetric rebalancing may prove difficult. Moreover, inability to adjust exchange rates vis-à-vis Germany makes other euro area countries particularly susceptible to imports from Germany. This rejection of responsibility for rebalancing by the biggest surplus country may easily pave the way back to precrisis level current account imbalances within the euro area.
THREE ALTERNATIVE SCENARIOS FOR THE EVOLUTION OF THE EURO
AREA CURRENT ACCOUNTS
Returning to the assumptions for the euro area as a whole, in this section we want to drive home that failure to heed the importance of all three balances instead of only the public one is likely to either prevent the realization of projected GDP growth or of public deficit reduction. This is done by means of a very simple simulation analysis. For this, we simulate what would have to happen to the financial balances of all euro area countries in 2014 and by extension to growth contributions, if the euro area as a whole failed to improve its current account vis-à-vis the rest of the world and the individual countries still realized the projected public deficit reductions and the desired growth rates.
We pick the euro area current account as the variable to be manipulated because we find the SPs' assumptions about it to be optimistic and because it is an emergent variable from all SPs together rather than set by individual SPs. The failure of euro area current account improvement might happen for a number of reasons at the time of writing (see for instance IMF 2011): Growth may slow in China among fears of overheating and a housing bubble, depressing world economic activity as a result; fears of a double-dip recession in the US are substantiated by dismal economic data from the world's largest economy and continuing partisan arguments about the speed of fiscal consolidation (deemed too slow by many) and the public debt ceiling (which many argue should be raised no further); volatile food and oil prices may also pose threats especially to emerging markets' health; and financial market turbulences in Europe and elsewhere may further increase, should current growth projections prove to be overly optimistic. All of these threats make a strong case for the euro area to develop a growth strategy that is not so overly reliant on "the upturn in the volume of world trade" as it is optimistically projected in the German SP (p. 8).
Methodology
We construct the simulation so that we receive twelve different scenarios of foreign and private balances of all euro area countries. First, we let the euro area foreign financial balance vary between its projected level of net lending to the rest of the world or of approximately 0.9 percent of euro area GDP (i.e., an outflow of funds and therefore -0.9 percent in the foreign financial balance) and our imposed constraint of keeping the financial balance at 0.4 percent, implying a continued inflow of foreign funds. We thus have two scenarios. Furthermore, we differentiate between surplus countries reducing their current accounts (symmetric rebalancing) and deficit countries having to incur even larger deficits to meet the constrained euro area current account ("business as before"). In the symmetric rebalancing case, we record results for the case that all deficit countries reduce their current account deficit to 2 or 3 percent of their GDP. In the "business as before" case, deficit countries have to divide the additional deficit amongst them and surplus countries achieve their SP aims. This gives 2 * 3 = 6 scenarios. Finally, the adjustment burden is determined in two different ways for each case (making it twelve scenarios in all): either the adjustment that each country must bear is made proportionally to the size of its actual current account balance in 2010 or to that of the SP-projected one in 2014.
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Since we are interested in the medium term effects of a change in the financial balances, we do not calculate the exact balances for each year. Rather, we stipulate that the balances change by one fourth of the required amount in every of the four years. On this basis we compute average growth contributions of the three sectors (public, private, foreign).
The Appendix guides through the calculation method of these growth contributions.
Results
The results for eight euro area countries are recorded in Table 6 . Some of the twelve scenarios have been left out, since their numbers are very similar to others already depicted.
The symmetric rebalancing cases (deficit countries reduce their deficits to two or three percent of their GDP) are displayed in the left and middle columns. The business as before case (surplus countries achieve their SP projections) is in the right column. Note that the bottom right corner case uses the SP assumptions, except that growth contributions have been calculated according to our average method in the Appendix. This case can thus be used to compare with the simulation results in the other parts of the table. We discuss only some scenarios:
1.) Upper right corner of Table 6 -surplus countries realize their SP plans, while the euro area balance fails to improve and deficit countries sustain higher deficits in proportion to
their 2010 deficits: Obviously, the implications for the balances of the deficit countries, i.e., the current "PIGS" countries, are devastating. In Greece and Portugal, private sector and current account deficits would once more soar to more than 10 percent of GDP. Italy and Spain would both run current account deficits of over 5 percent and incur private deficits of almost 5 and over 3 percent respectively. Note that France's current and private accounts deteriorate only modestly as compared to their SP values: France projects a continually large current account deficit anyway. In terms of growth rates, private sector demand in the deficit countries has to sustain a larger part of the growth part, with the growth contribution of the public locked in at the SP implied value since public deficits and GDP growth have been 9 A schematic example illustrates: say France has a current account deficit of 10 units, which is 20 percent of all current account deficits in the euro area since these add to 50 units. Now, if we impose that the cumulated deficits rise to 60 units, then France has to bear 20 percent of this increase. Hence, France will sustain a new deficit of 12 units instead. As discussed above, France's share of the overall deficit according to the projections for 2014 is larger than that in 2010. Hence, varying the year of reference affects countries' account adjustments.
held constant, and the growth contribution of the foreign sector being negative for each country. 
2.) Right and second from the top -like scenario 1 but deficit countries sustain higher deficits in proportion to
4.) Left column, third box from top -the surplus countries must adjust but only to accommodate the rebalancing of deficit countries, for the euro area current account rises as
projected: This mild scenario actually depicts how a rebalancing could take place under otherwise unchanged SP assumptions. Here, thanks to the demand from the rest of the world, the dent in the surplus countries' foreign balances is so small that they retain nonnegative growth contributions of the foreign sector. The situation of the deficit countries is the same as in scenario 3, since they diminish their current account to 2 percent regardless of the euro area current account balance.
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Contemplating the ensemble of results-the first two scenarios even exacerbating the position of the deficit countries and the second two depicting an attempt at rebalancing-the overwhelming current account deficits and private sector deficits of scenarios 1 and 2 show that such a development would spell a high risk of instability: The public sector of deficit countries might have to come to the rescue of the indebted private sector, erasing hopes of abiding by the SGP rules or the rest of the world might refuse further credit lines, as witnessed in Greece in 2010 and 2011, forcing the other two balances closer to zero and quenching GDP growth. These scenarios show that rebalancing of foreign balances is a very important factor in achieving the stability required for the monetary union, and thereby both public deficit reduction and desired GDP growth.
Scenario 3 was already identified as being unrealistic in terms of German private growth contribution. Hence, it is likely that GDP growth would slow, except if the government is willing to fill the demand gap by increasing its spending, i.e., the public deficit. But apart from this, scenario 3 looks more stable than the first two scenarios, meaning the surplus countries can weather a deterioration in their outlook and might even reach the desired GDP growth if they are willing to ramp up their public spending.
Scenario 4, lastly, illustrates the possibility of symmetric rebalancing which was already discussed in section 7.2. It can be seen that surplus countries would only slightly reduce their foreign growth contribution, while allowing deficit countries to reduce their imbalances. Rebalancing under these favorable conditions would yield actual stability for the euro project at little immediate cost (and likely large longer-term benefits, e.g., the absence of crises such as the current one).
10 Further scenarios: The middle column is similar to scenarios 1 and 2, but assumes less radical rebalancing: deficit countries improve their foreign financial balance to 3 percent of GDP. The left and middle columns second from top box and bottom box and the right column second from bottom box are less interesting in the present analysis, as they present only minor variations of scenarios 3 and the SP baseline respectively.
Summarizing, if there is a commitment to symmetric rebalancing regardless of the development of the euro area foreign balance, a collapse in growth rates in surplus countries could be avoided, provided their governments willingly accepted higher public deficits over an extended time period. These deficits would thus compensate for the reduced borrowing of the rest of the world, implied by the reduced current account balance. In such a scenario, it is clear from the analysis above that the German government may well have to accept deficits of significantly more than 3 percent of GDP for several years, if the officially projected GDP growth rates and current account rebalancing are to be achieved within the euro area.
Although such a policy would currently be considered a breach of the "debt brake" rule, the deficit would still appear quite modest by international standards.
CONCLUDING DISCUSSION
This paper has evaluated whether the 2011 national Stability Programmes (SPs) of the euro area countries are instrumental in achieving economic stability in the monetary union. In particular, we analyzed how the SPs address the double challenge of public deficits and external imbalances. Our analysis rests, first, on the accounting identities of the public, private, and foreign financial balances and, second, on the consideration of all SPs at once rather than separately. We found that conclusions are optimistic regarding GDP growth and fiscal consolidation, while current account rebalancing is neglected. The current SPs reach these conclusions by assuming strong global export markets, entrenched current account imbalances within the monetary union as well as the deterioration of private financial balances in the current account deficit countries. By means of our simulations we conclude, on the one hand, that the failure of favorable global macroeconomic developments to materialize may lead to the opposite of the desired stability by exacerbating imbalances in the euro area. On the other hand, given symmetric efforts at rebalancing, the simulation suggests that for surplus countries that reduce their current account, a more expansionary fiscal policy will likely be required to maintain growth rates. For Germany as a case in point we reason that-if fiscal consolidation were to hold sway-forecast GDP growth would presuppose a private sector demand boom unprecedented in recent history. Hence, admitting to the unlikelihood of such a boom, the only alternative way to achieve the GDP growth rates projected in the SPs by means of domestic economic activity would be higher government activity. This holds for the surplus countries in general. In terms of the financial balances this could be achieved by running higher deficits and thus a deterioration in the public sector balance or by taxing away private sector savings and thus a deterioration in the private sector balance.
Our approach to presenting our argument is overwhelmingly simple. Focusing on accounting identities, we say little about economic theory that would explain the behavior causing changes in desired financial balances or the adjustment process that leads to the ex post balance of zero. We do not attempt to explain how macroeconomic policies, unit labor cost differentials, demographic factors, productivity growth differentials, or financial market turbulences, and so on, play a role in determining actual financial balances. For instance, we eschew a discussion in how far it is realistic to assume that euro area countries with current account deficits would benefit from a reduction in the current account surpluses of Germany and other surplus countries. While these questions merit closer attention, they would also necessitate more assumptions than we deemed necessary for the purpose of this paper. Given our aim of elucidating the interrelatedness of financial balances in the euro area context, it was beyond the scope of this article to address these more nuanced issues. But we could reveal by focusing on the accounting identities that the project of achieving the stability necessary for a functioning of a monetary union is jeopardized.
It should also be repeated that our counterfactual exercises involve several assumptions, which are appropriate to considering the approximate medium term effects of the change of current account adjustments, but may not appear overly realistic for every single year. This is in line with our aim to provide qualitative conclusions about the direction in which euro area economies are headed until 2014 rather than with estimating precise annual numbers.
With the qualification inherent in our approach duly noted, our straightforward calculations suggest that euro area governments should not be surprised to see real macroeconomic developments diverge substantially from their SP projections. A trace of divergence is already discernible, when contrasting the current SPs with the old ones from 2010. In particular, barring higher public deficits on the part of current account surplus and low debt-to-GDP ratio countries, a continued breach of the euro area stability rules by countries with current account deficits is to be expected. In fact, accepting higher than 3 percent public deficits (or increasing government spending while taxing away excessively high private net savings) in surplus countries may prove to be the only way to effectively stabilize the European Monetary Union without worsening the growth projections.
APPENDIX: METHOD FOR CALCULATING GROWTH CONTRIBUTIONS (TABLE 6)
As before, we define the three financial balances as ( We want to calculate the growth contributions of (C + I), G, and (X -M) between t and t + i.
Because of GDP = C + I + G + (X -M), the nominal growth contributions are given by
We know PFB t , GFB t , FFB t , GDP t , C t , I t , G t , (X -M) t (variables observed for t = 2009) and
we make assumptions about PFB t+i , GFB t+i , FFB t+i , GDP t+i (for i = 1, 2, 3, 4), which are either based on SP projections, or implied by our assumptions in Table 6 . Of course, we only have to calculate the growth contributions of G and (X -M) from (A2) and (A3), and we will then also know the joint nominal growth contribution of (C + I) from (A4).
From (A3) it follows that
It seems reasonable to assume that 11 (A6) ΔNIA t+i = 0
It would then follow that
In Table 6 of the main text, we assume that the foreign financial balance is reduced in four equal steps from 2010 to 2013.
Analogously, from (A2) it follows that
Based on the respective SPs' assumption about the growth of G itself, we can directly calculate ΔG t+i /GDP t .
In order to arrive at the real growth contributions depicted in Table 6 , we further assume that the price deflator increases at the same rate for all GDP components. 
